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The New Dynatronics Catalog!

Over ayear in the making, the Dynatronics 2009-2010 caralog s by far the largest catalog our company has ever published.
With 462 pages and close to 12,000 products, it more than doubles the size of Dynatronics’ previous catalog,

With the addition of thousands of new items, every physical therapist, chiropracior and health professional should
now be able to look to Dynatronics to fill all their clinical and treatment needs. At the same time, these new product
offerings are opening up fresh and profitable markets for Dynatronics in the fields of strength and cardio equipment,
hand therapy, Pilates and yoga, as well as the everyday supplies used-in clinics across the nadon.

The-new Dynacronics 2009-2010 caralog will nqo<numour§yomH powerful sales tools in the market — a
T 1] i
strategic advantage-for_successfully building our-€ompany’s furiire.
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Board of Directors

Management
Kelvyn H. Cullimore Jr.

Choirman, President and

CEO

Kelvyn H. Cullimore

Vice Chairman

Larry K. Beardall

Executive Vice President of
Sales and Marketing

Ronald J. Hatch

Vice President of Production
and R&D

Terry M. Atkinson, CPA
Chief Financial Officer

Robert J. (Bob) Cardon

Vice President of
Adrministration TOP: Howard L. Edwards, Val ]. Christensen, Mark A. Crockett, Joseph H. Barton

i BOTTOM: Kelvyn H. Cullimore, Kelvyn H. Cullimore Jr. and Larry K. Beardall
Christopher B. Clarkson elvyn elvy ] \

General Manager - WOQ_.Q zmgvmﬂm

Tennessee Operation

e Kelvyn H. Cullimore Jr. Howard L. Edwards ¢ Val J. Christensen
Chairman, President and CEQ Direcior Diractor

Kelvyn H. Cullimore * Joseph H. Barton o Mark A. Crockett

Vice Chairman Direcior Director

Larry K. Beardall

Executive Vice President of Sales and Marketing
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Fiscal Year 2008 Compared to Fiscal Year 2007

The following discussion and analysis of our financial condition and resules of
operations should be read in conjunction with the audited financial statements
and notes thereto appearing elsewhere in this reporr.

Net Sales

Total net sales for the year ended June 30, 2008, increased 83% to $32,592,507,
compared to $17,837,104 during fiscal year 2007. The increase in sales is the resulc
of the addition of revenues from the Company’s acquisition of six of its distributors
of physical medicine products completed on June 30, 2007, and July 2, 2007.
On June 30, 2007, we acquired our largest independent distriburor, Rajala
Therapy Sales Associates of Pleasanton, California. On July 2, 2007, Dynatronics
acquired five additional independent distributors: Responsive Providers, Inc. of
Houston, Texas; Therapy and Health Care Preducts, Inc. of Girard, Ohio; Cyman
Therapy, Inc. of Detroit, Michigan; Al Rice and Associates, Inc. of Jeffersonville,
Indiana; and Theratech, Inc. of Minneapolis, Minnesota. The vertical integration
of these distriburors is a key strategic step toward strengthening our distribution
channels. We believe that these acquisitions provide Dynatronics with more
effective direct distribution of our products and generate better margins on each
product sold at the retail level compared te the wholesale level. Subsequent o
these acquisitions, we added twelve new direct sales persons in other territories,
including Southern California, Louisiana, Kansas, Oklahoma, Missouri, North
Carolina, South Carolina, Virginia, West Virginia and Maryland, expanding our
direct sales force to 36 sales representatives covering 29 states.

The acquired distributors sell products from many manufacturers, including
Dynatronics. As a result of the transactions described above, the mix between
Company sales of manufactured and distributed rehab produces during 2008
shifted toward distributed products wicth 51% of sales artributed to sales of
distributed products and the remaining 49% being manufactured products.
By comparison, during 2007, the mix between distributed and manufactured
products was 24% and 706%, respectively. We anticipate the mix between
manufacrured and distributed products in future periods will be similar to the
mix expetienced during fiscal year 2008.

Gross Profit .

During fiscal year 2008, gross profit increased $5,230,149 or 75.7% to
$12,141,937 or 37.3% of net sales compared 10 6,911,788 or 38.7% of net sales
in 2007. ‘The increase in gross profit was primarily a result of the sales added
by the recent acquisitions. For the year ended June 30, 2008, gross profit as a
percent of sales decreased 1.4 percentage points to 37.3%, compared to the prior

year. Most of this decrease (approximarely 1.2 percentage points) was relared to
$417,000 of inventories of Dynatronics manufactured products acquired from
the six independent dealers which had a higher cost basis because they were held
in the dealer inventory at wholesale cost instead of manufactured cost. Unuil
that inventory was deplered, the Company recognized higher cost of goods sold
than it would have based on manufacrured cost. Additionally, many distributed
items carry lower margins than manufactured items. The shift toward more sales
of discributed items would create downward pressure on overall gross margin
percentages.

Selling, General and Administrative Expenses

Selling, general and administrative (*SG&A”) expenses for the year ended June
30, 2008 increased $7,931,330 to $13,473,190, or 41.3% of net sales, compared
10 $5,541,860, or 31.1% of ner sales in the prior year. Substantally all of the
increase in SG8ZA expenses for the year ended June 30, 2008 is relared 1o the
recent acquisitions and includes the following:

* $4,247,000 in higher selling expenses primatily related to the new direct sales
force

» $2,230,000 in higher labor and operating costs to support the higher sales
volume

* $1,434,000 in higher general and administrative expenses associated with the
acquired companies

With the assimilation of the six acquisitions now substantially complered,
management implemented measures in March 2008 and July 2008 designed to
reduce annual operating expenses by more than $2.1 million. These cost savings
include a reduction of approximately 20 percent of the Company’s workforce and
the elimination of duplicative overhead expense. In addition, we consolidated
operations from eight distribution points to three. Many of these reductions had
been contemplated as part of the planning for the acquisition and assimilation
of the distributors in 2007. We believe these reductions in expenses will not
negatively impact the Company’s sales or operations as they represent primarily
the elimination of unnecessary duplicate costs associated with the acquisitions.

Research and Development

Research and Development (*“R&D”) expense during fiscal year 2008 was
$1,354,743, compared to $1,492,774 in 2007. During fiscal 2008, we
developed and introduced the DynaPro Spinal Health System, the Dynatron
X5 Turbe Oscillation Therapy device, the new Synergie Elite AMS/MDA/Light
Therapy line of products and the T3 trearment table. R&D expense represented
approximarely 4.2% and 8.4% of the net sales of the Company in 2008 and 2007,
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Inventories

Inventories, net of reserves, at June 30, 2008, increased $969,084 to $6,283,068
compared o $5,313,984 at June 30, 2007. This increase is primarily a result of
required adjustments in inventory levels to accommeodate higher sales and the
expansion of the number of stocked items. Inventories are expected to reduce
modestly now that we have consolidated eight distribution points to three central
distribution facilidies, Inventory reserves were increased during the year by
$288,000 to make allowance for increased inventory levels and unexpected losses
associated with the increased volume of distributed goods.

Goodwill

In compliance with Statement of Financial Accounting Standard (“SFAS™) No. 142,
the Company was required to conduct an assessment of the Company's goodwill as of
June 30, 2008. The SFAS No. 142 goedwill impairment model is a two-step process.
First, it requires a comparison of the book value of ner assets to the fair value of the
Company. As of June 30, 2008, the book value of the Company exceeded the fair
value of the Company as determined by the market capitalization of the Company
indicating an impairment of goodwill was likely.

Because the fair value is determined to be less than book value, a second step was
performed to compute the amount of the impairment. To ascertain this impairment,
the Company rewined an independent appraiser to determine the extent of the
impairment. The determination of the appraiser was the Company’s goodwill was
100% impaired. This resulted in 2 $6.6 million write-off of goodwill during the
fourth quarter of fiscal year 2008. Most of thar goodwill was associated with the
acquisicion of dealers at the first of the year, as well as the 1996 acquisition of our
Tennessee opetations.

Accounts Payable

Accounts payable increased $182,809 to $1,423,839 ac June 30, 2008, compared
to $1,241,030 at June 30, 2007, primarily as a result of the recent acquisitions
and the increased level of sales associated with those acquisitions. Accounts
payable are generally within rerm. We strive ro take advanrage of available early
payment discounts when offered.

Accrued Expenses and Acquisition Cash Obligation

Accrued expenses increased $212,372 to $500,145 at June 30, 2008, compared
to $287,773 at June 30, 2007, primarily as a result of increased sales at the recail
level which generate higher sales rax liabilities in the 29 states where we now sell
on a direct basis.

Acquisition cash obligations decreased to $0 ar June 30, 2008, compared to
$1,000,000 at June 30, 2007. This obligation at June 30 reflected the cash
amoung that was placed into escrow in conjuncrion with the acquisition made on

June 30, 2007, which was paid subsequently.

Accrued Payroll and Benefir Expenses

Accrued payroll and benefic expenses increased $135,164 to $411,918 ac June 30, 2008,
compared to $276,754 at June 30, 2007, The increase in accrued payroli and benefit
expenses is related to timing differences as well as the increased number of employees
resulting in higher accrued payroll at June 30, 2008, compared to June 30, 2007.

Cash

The Company's cash position at June 30, 2008, decreased to $288,481, compared
to $1,301,105 at June 30, 2007, as a result of payments related to the acquisitions
made on June 30, 2007 and July 2, 2007. The Company had deposited the
financing proceeds in anticipation of the acquisitions, which temporarily
increased cash balances ar June 30, 2007. The Company believes chat improved
cash flow from operations through improving management of accounts receivable,
maintaining current inventory levels and the reducrions in expenses implemented
during the year will further minimize operating losses and expedite a return to
profitability. This improved cash flow combined with balances under available
lines of credit is expected to be sufficient t cover operating heeds in the ordinary
course of business for the next 12 months. 1f we experience an adverse operating
environment or unusual capital expenditure requirements, additional financing
may be required. However, no assurance can be given that additional financing,
if required, would be available on favarable terms.

Line of Credit

Dhuring fiscal year 2008, the Company increased its revolving line of credit
with a commercial bank from $6,500,000 to $8,000,000. Ar June 30, 2008,
the Company owed $5,818,320 compared to $250,000 at June 30, 2007. ‘The
increase in the line of credir was the result of the following factors:

*  The Company used approximately $3.2 million under the line of credit o
finance the acquisitions after June 30, 2007.

*  Receivables and inventory increased $2,400,000, while payables increased
approximately $182,800. This imbalance of higher receivables while maintaining
payables more current required additional financing demands on the line of credit.

*  Operating losses and capital expenditures, mostly associated with the
acquisitions, required additional financing provided by the line of credit.




}

it S

Appanoadsal “saa13521 JO 12U BRG'C1E'CS PUE §OO'ERT O SEm 2DUEEq
A101u3aur 1ho pue cﬁ_uzuuuﬁ_mu._ ‘0I8'C6TS PUe Q1L LECS SBm ‘SISEQ 150D M3U B
PaYSHQEISS YDIYam ‘30UE[eq 2443531 UONEN[EA KI0IU3AU] INOC /(00T ‘0¢ 2un[ pue
‘800 ‘0€ aun[ 1y wusuwadeurw Aq A1es53030 PAUTULIAIIP SIE SUCTIEIYIPOLL Yons
yo1yam ui pouad sy Sunmp swodul jo s1udwWRlES ) UM Pjos SPood Jo 150D
343 U1 P31I3[31 3IE SIAIISII UONEN[EA AI0IUAUI JO SIIEWINISS 01 SUOIEIYIpow AUy

[EII21EUL MET 0 W
PINIOENUEL PAYSIUY ‘WAL PANGLISIP €I sE AI0IUSAUT 32 JO I21DRIBYT) o
suonesouut Edidojouysa] .
IUIISI[OSQO DNPOS] -
SI[ES 1STIAI0] .
S3[Es [BOLIOISTL]  »
puBWIp J2WolSNT) .
aoejdiaysewr sy wi durada00e onpolg .
puey uo sannuenb Aiolusaurusnyy .

:s8ung sap0 Juoure
Fuimolo] 3t azA[eue am saasa5a7 Jo Loenbape sy Fuuumap uj K1owuzaur g
Jo uonenjea 3y ut sadureys 10 usajosqo ppord Lioiusaur ssxxs 10 Juow
MO[s Jo 1|nsal € aq Aew auswnedw] £10103AUT 2 Jo JuatuIEdUn pIlEUINISY AU
.:U..w VUCMNHEMNE 21 S2AIISAT Ccmuﬁﬂ—ﬁ> bOHEU.a:— .HU&HNE J0 Auﬂclum.-m Jh.Tuu.umu
13S0 JO JAMO] Y3 1B PIPIOIAT AT S[ELIAIEW MEY “IMNYIEW 10 (IN0-ISIY ‘UI-1S1G)
51503 [en1oe sarewrrxordde yorym 1500 pIepuRIs Jo 1amo] 311 18 L101U3AU] Spood
PAYSIUY 10231 30, "SIWOISND INO JO s3uWANnbas oY1 10w o1 sawm e e puey
uo As01uAul WAPYNS uwEIuew M eyl saambar ssaulsng Ino jo amieu ayj

sanazsry Keopusnuf

“SUONIPUOD
10 suondwnsse JUIIRYIp JAPUN SIIBUINSS 353YT WL JSPTP ABUT S1NS2l [BNI12E 3]
*saniiqel pue s1asse Jo anfea Jurkires 2y3 noqe ssuawdpn! Junjewn sog siseq ay)
W10 SI|NS21 3Y1 pUE ‘3]qEUOSEI] 3G O1 P3AN[Aq 31 1B SIDUEISWNIIILD PUE SIOE)
I2Y10 pue ouIadxa [E1I0ISIY UO SIIEWNSS N0 aseq ax, “voniudodsr anuaaar
PUE ‘SILIOMISAUT ‘SIGIP PEq 01 PAIE[2I 350Y1 SUIPN[DUT “SAIBWIISI 353G} JIEN[EAD IM
‘stseq Surod-uo ue uQy “Qurenasun jo 33:35p yuasayur ue o1 Walqns are siuswdpnd
I52Y1 ‘WNIBU 112D AQ "SINIWNES [BOUBUY PaNPNE Ino Ul paytodal sasuadxa pue
SANUIAI ‘SAN[IGEI] ‘81355¢ Jo siunowe pauodar sy wapge 1eq siuawdpn! pue
sarewnsa Juesyiuis sew 01 sn sanmbai 11odar enuue sup jo uoneredsid ayj,

LAWY Jo saeg panun) oy ur padodse £j[esousd sopdiound
Sununosse o1 unojuos pazinn a1k sy sadipund Supunosse a1 1eyr saaslfRq

waunfeuews S1adsa [eUatew [[B u SNsa [EDUENY poadxa pue pauzoda mo
1aye sapod yons araym passnasip ate suonelado ssautsng ano uo sajod asap
01 parejar sysu pue wedwy ay]  suopesado jo synsas o jo Burpueisispun ue
puE suonesado ssaulsng Ino 01 [EINLD SE Mopaq saod Ay paYNUIP! JAEY I

sa1o1j04 Buyunoday ooyl

.w..—UhUN.w
Anpeuoseas Aq pawaye Ajenarew tou are suonesado ssaursng sAuedwoly ayp

‘SIOpUAA WO}
stred pue sfen1EW MED T0J sasEa10UT 200d 10 Uoneyul Aq pardage A|[ensnun usaq
100 2aey suonessdo Jumunuos wosy swodur 13U pue ssnuaadl sAueduiony ayy,

Knpuaspas pur woupfuy

SIUSWNES
[epueuy paupne aya w1 g 0N 335 aseajd 1qap wisn-Juof ap Jo uoneueldxs
appdwoo a1ow € Jog  "202'0%¢ Jo siuswded 1samur pue pedpund Apqiuow
Yam woliw ¢-g¢ Aprewrxosdde st sueop 28edu1ow 2y uo 2oueeq edpund ayp,
"33$59UUI| PUE YEI[) W $aN11oey JUnIoEjnuEW puE 2>y 1no uo suro] 33edriowr
a1 Jo Arewnd pasudwon s agep wim-duo Zpgz 2unf jo pus 3y 1 s3duUERq
yses 1o pasesoul Ajesodwal veol s jo Surpuny ayp, /oog [ pue sun[
ur suonsmboe no soueuy Lensed o1 paureiqe sem ueo] adeduow uum-Juol

uoH[iw ¢'[$ € ‘£Q0Z dun[ U "£00T ‘0€ dun( 1€ j€9*[GTcs o1 pasedwos ‘gooT
‘0¢ sun[ e 00‘9R0'CS PoTEIoY siuswfpeIsul Juannd Furpnpoxs 1gep wm-Juo

1997

*£00T ‘0€ 2un[ 18 9469 0
paredwos ‘goQOT ‘0¢ AUN[ 18 5135SE [BI01 JO 04/ paudsaidar s1asse 1020IND) /007
‘0¢ aunf e | 01 ¢'¢ 01 pasedwod *gQQT ‘0F AuUnf 1e | 01 G*| SeM OTIET JUSNIND Y],

-aouetjdwosuou Lue 104
SIDAIEM P3AI3IAI PEY JO SIUBUSA0D UEQ| 511 yiim adueljdwod ul sem Aueduwory sy
‘8007 *0€ 2un( Jo 5y solEl [EDUBLY UTRIIRD wiElutewt 01 Luedwony sy Jurnnba
SIUBUIACD SIPN[2UI PUE YIG] I2qUadd(] UC A[{RIUU3Iq I[qemdUdl SI pa1d jo
aur] ay, Ajyuow anp ase sulf sy uo siuswded 1s20000]  “3jqEALDAI S1UNOIIE
a1q1di[2 Jo 9408 01 dn pue K1o1uaaur o[qiBis jo g4 ¢h Aewixoidde uo paseq are
suonelw) Sumoniog ey KDy e 1es W1 ANoey siauenbpeay sduedwon)
23 U1 152U00UE AILNDDS € st J]om se Auedwon) ay) Jo sauoIUdAW puUE I[QEAIRIAL
S1IUNOdJE £Q PIZIJRIIR[IOD ST 1IP3ID JO U] Y| "040'9 pajenba ‘gpQz ‘0f sunf e
yorysm ‘041 snjd 20es awpd syueq sy uo paseq st IPAId JO AU AP UO 1SAINU|




Revenue Recognition

Historically, the majority of our product sales were ro customers who were
independent distributors. In fiscal 2008, as a resule of acquiring six of our top
distributors, a significant portion of our sales were generated through our new
direct sales force. Our sales farce and disuributars sell our products to end users,
including physical therapists, professional trainers, athletic trainers, chiropractors,
medical doctors and aestheticians. With the acquisition of the key distriburors,
we effectively reduced our dependence on sales by independent distributors. Sales
revenues are recorded when products are shipped FOB shipping point under an
agreement with a customer, risk of loss and title have passed to the customer,
and collection of any resulting receivable is reasonably assured. Amounts billed
for shipping and handling of products are recorded as sales revenue. Costs for
shipping and handling of products to customers are recorded as cost of sales.

Abiowance for Deubiful Acconnss

We must make estimates of the collectibility of accounts receivable. In doing
so, we analyze historical bad debt trends, customer credit worthiness, current
economic trends and changes in customer payment patterns when evaluating
the adequacy of the allowance for doubtful accounts. Qur accounts receivable
balance was $5,151,235 and $3,757,484, net of allowance for doubtful accounts
of $411,057 and $330,857, at June 30, 2008 and June 30, 2007, respectively.
The expansion of our customer base associated with more direct sales will spread
bad debt risk over a broader base of customers and reduce the concentration
of large dealer balances. At the same time, the management of more customer
accounts presents a higher risk. These risks will be evaluated over the coming year
to determine if current estimate policies are still applicable. In the meantime,
allowance for doubtful accounts associated with these acquired custamers is being
based on the historical experience of the dealers acquired as well as the one year
of expetience since the acquisition of these dealers.

Business Plan and Qutlook

During fiscal year 2009, we will focus on a strategy to improve overall operations
and sales that include the following elements: (1) strengthening distribution
channels, (2} developing new, state-of-the-art products for future growth,
(3} refining operations associated with the acquired companies and reducing
overhead costs, and {4) enhancing product profic margins through improved
manufacturing processes. Our goal in implementing this four-fold strategy is
to cnable the Company to address short-term proficability withour jeopardizing
long-term growth.

Qur primary market, the physical medicine markerplace, has experienced
significant change over the past few years, most notably with consolidation

among manufacturers and distriburors.  The main challenge presented by
this consolidation was the loss of independent dealers and the narrowing of
distribution channels. In order to compete more favorably and effectively, we
moved aggressively to strengthen our channels of distribution by acquiring key
distributors. We identified six key distributors with operations in 20 states. On
June 30, 2007, we acquired our largest independent distributor headquartered
in California. On July 2, 2007, we acquired five additional key independent
distributors headquartered in Texas, Ohio, Michigan, Indiana and Minnesota.
We also began hiring direct sales representatives in key locations around the
country, resulting in direct sales representatives now in 29 states. The creation
of a direct distribution channel through these key acquisitions and hiring direct
sales representatives provides Dynatronics with expanded abilicy to sell at the
retail tevel, which we believe will improve gross profic margins and enhance the
Company’s control over the distribution process.

The September 2008 intreduction of our first consolidated catalog and pricing
schedule provides a powerful sales tool that will help strengthen sales efforts by
direct sales reps. It will also be an effective ool for many independent dealers
who use either a private-labeled version or the proprietary version of the catalog,
This toel will further enhance efforts to strengthen distribution channels. Specific
efforts will be focused on recruiting additional independent dealers and seasoned
direct sales reps in geographical areas where distribution has been lost or diminished
due to consolidation efforts within the industry. With the broad line of produces
the Company now offers, efforts will be undertaken to develop relationships with
Group Purchasing Organizations (GPOs) and large chains of hospirals and dlinics
that purchase only on contract. This is a segment of business the Company has not
heretofore pursued, but represents a large segment of business from which it has
previously been excluded due 1o lack of certification as an approved vendor wich the
various GPOs and national or regional chains of care facilities.

‘The Company’s Synergie brand line of aesthetic products received a boost this past
year with the introduction of the Elite Synergie line, che first redesign of the popular
aesthetic products since their original introduction almost 10 years ago. This new
line of products remains the best value on the market. With the new product line
in place, the Company intends to leverage its direct sales representatives o further
promote the sale of Synergie brand products. With no mature distribution channels
in the aesthetics market, the availability of these direct sales reps provides an advantage
for enhancing the distribution of these products. To assise in that effort, 2 unique
catalog is contemplated to include many products that are already offered in the
Company's proprietary rehab products catalog. In addition, the Company will seek
stracegic partnerships, both domestic and international, to help maintin the sales
momentum thar is being iniriated by the introduction of this revised product lire.
The broadening of the aesthetics distribution channet could provide an exciting boost
to the Company’s line of high-margin aesthetic products.
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through a direct sales force as well as through key independent dealers. This
change in our business model comes in response to the changes occurring in our
industry. Consolidation efforts have resulted in a more competitive environment.
‘These consolidation efforts are oceurring in both manufacturing and distribution.
The consolidation in manufacturing is being led by D]JO, Inc. (formerly ReAble
or Encore Medical). Over the past few years DJO, Inc. has acquired such
companies as Chatranooga Group, Saunders, lomed, Empi, and Rehabilicare.
In addition, it has acquired distributors, including Performance Modalities
and Endeavor Medical. The consolidation in distribution is being led primarily
by Parterson Medical. During the same period of time, Pauerson Medical has
acquired distributors, including Sammons-Preston, Theraquip, Dale Surgical,
W.S. Medical and Goldsmith Medical. These consolidation efforts have created
both challenges and opportunities for Dynatronics.

In order to strategically protect distribution channels, Dynatronics acquired the
six independent distributors previously discussed. Since that time, Dynatronics
has continued to add direcr sales personnel as well as strengthen relationships with
key independent distributors. We believe thar through these direct sales reps and
independent distributor relationships, we have the premier distribution network of
seasoned and trained equipment sales personnel in the industry. The consolidation
efforts in manufacturing by DJO and in distribution by Patterson are having a
polarizing effect, compelling independent distriburors and sales reps to choose
an affiliacion. We believe many of the best of these have become affiliated with
Dynatronics because of our innovative quality products and proven history of
strong customer service and loyalty to our diseribution network. The quality of
our products, the breadth of our produce line, and the strength of our distribution
channel we believe enable us to effectively compete in servicing our core markert of
private clinical practitioners and professicnal, collegiate, and other athletic teams.

As a manufacturer of many of the products we sell, we also have the ability to
be competitive in our pricing schemes — particularly when compared 10 large
consolidated or independent distributors. The recent introduction of our new
catalog and revised pricing schedule has refreshed our margins for products where
we experienced increasing costs from vendors.

Dynatronics’ management acknowledges that the wansition in our business model
has taken longer than anticipated and the losses incurred have been higher than
expected. Nevertheless, the strategic decisions to change our business model were
mandated by our desire to be responsive to the consolidations eccurring within our
indusery. While it has been a more expensive proposition than originally projected,
we believe the strategy was appropriate and provides a platform for the Company to
now be competitive in a new marker environment. With the reducrion in expenses
already implemented, the new products recently introduced, the new product
catalog, and ongoing efforts to further streamline operations, we believe our goal of
returning to profitabiliry is achievable in the coming quarrers.

Based on our defined strategic initiatives, we are focusing our resources in the
following areas:

+  Reinforcing our position in the domestic physical medicine marker by
securing channels of distribution through a strategy of recruiting direct
sales representatives and working closely with the most successful dealers of
capital equipment in areas where distribution has been lost or significantly
diminished chrough consolidation.

*  Improving sales by focusing on development of new sales straregies
and promotional programs, including the introduction of the most
comprehensive catalog in our history, and leveraging that tool in achieving
the goals of screngthening our distribution channels.

*  Expanding distribution of our redesigned Synergie product line threugh
leveraging our current direct sales force, seeking additional independent
distributors, and creating new sales tools such as a catalog of products
targeted just for aesthetics.

*  Renewing emphasis of international sales by identifying key distributors
who could represent the product line particularly in Europe.

»  Conrinuing development of new, state-of-the-art products, both high-tech
and commeodiry, in fiscal year 2009, for both the rehabilitation and aesthetic
markers.

*  Examining ways to reduce costs of manufacturing, including exploring more
overseas manufacturing of components.

»  Further refining the operational model for supporting field sales and satellire
operations.

»  Exploring strategic business alliances char will leverage and complement the
Company's competitive strengths, increase markert reach and supplement
capital resources.

Forward-Looking Statements

» »«

When used in this report, the words “believes,” “anticipates,” “expects,” and similar

expressions are intended to identify forward-locking statements within the safe
harbor provisions of Section 27A of the Securiries Act of 1933 and Secrion 21E
of the Securities Exchange Act of 1934. These statements are subject to risks
and uncertainties that could cause actual results to differ materially from those
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Report of Independent Registered

Public Accounting Firm

TANNER LC

THE CAITICAL KNOWLEDGE SOURCE

BUSIRESS AQVISORS
AHD CEATIFIED PUBLIC ACCOUNTANTS

To the Board of Directors of Dynatronics Corporation

We have audited the consolidated balance sheets of Dynatronics Corporation and subsidiary as of June 30, 2008 and 2007, and the
related consolidated statements of operations, stockholders’ equity, and cash flows for the years then ended. These consolidated financial
statements are the responsibility of the Company’s management. Qur responsibility is to express an opinion on these consolidated
financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of
material misstatement. We were not engaged to perform an audit of the Company’s internal control over financial reporting. Our audit
included consideration of internal control over financial repotting as a basis for designing audit procedures thar are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial
reporting. Accordingly, we express no such opinion. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audic also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion.

In our opinion, the consolidated financial statements referred to above present faitly, in all marterial respects, the consolidated financial
position of Dynatronics Corporation and subsidiary as of June 30, 2008 and 2007, and the consolidated results of their operations and
their cash flows for the years then ended in conformity with accounting principles generally accepted in the United States of America.

Torirce 7C

Salt Lake City, Urah
September 29, 2008
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Dynatronics Corporation

Consolidated Statements of Operations - Years Ended June 30, 2008 and 2007

See accompanying notes to financial
statemnents.

Net sales

Cost of sales

Gross profit

Selling, general, and administrative expenses
Research and development expenses

Goodwill impairment
Operating income {loss)
Other income (expense):
Interest income

Interest expense

Other income, net
Toral other income (expense)

Income (loss) before income taxes

Income tax expense (benefic)

Net income {loss)

Basic net income {loss) per common share

Diluted net income (loss) per common share

Weighted average basic and diluted common shares
outstanding:

Basic

Diluted

2008

3 32,592,507
20,450,570

12,141,937

13,473,190
1,354,743
6,636,466

(9,322,462)

9,610
(620,473)
17,770

(593,093)

{9.915,555)

(1,471,784)

§ (8,443,771)

$ (0.62)

3 0.62)

13,609,880

13,609,880

2007

17,837,104

10,925,316

6,911,788

5,541,860
1,492,774

{122,846}

28,330
(209,292)
32,565

(148,397)

(271,243}

(186,201)

(85,042)

0.01)

(0.01)

8,916,317
8,916,317
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Dynatronics Corporation

Consolidated Statements of Cash Flows - Years Ended June 30, 2008 and 2007

2008 2007
Cash flows from operating activities:
Ner income (loss) $  (8,443,771) (85,042)
Adjustments to reconcile net income (loss) to net cash provided
by {used in) operating activities:
Depreciation and amortization of property and equipment 375,005 366,047 _
Amortization of intangible asset 92,011 7,324
Stock based compensation expense 308,300 9,217
Goodwill impairment 6,636,466 -
e Deferred tax asses, net (1,473,718) {37,010)
T ™ N Provision for doubtful accounts 480,000 141,401
o . o Provision for inventory obsolescence 288,000 38,599
Caenl y ST T Provision for warranty reserve 270,124 270,124
Ea -~ . Provision for deferred compensation 34,907 32,220
- R N Change in operating assets and liabilities:

CT - , . Receivables (285,958) (41,466)

L . : N Inventories (64.,445) 203,763 .
. _ﬂ ! ._ i ; ., - . _u_.n_uu.mn_ expenses and other assets : _m.mmmu _No.mww '
T o Accounts payable and accrued expenses (1,235,410} (759.411)

s ST - ) Prepaid income taxes (1,748) (25,022}
T Net cash provided by (used in) operating activities (3,140,089) 241,577 ;
- Cash flows from investing activities:
- i o Capiral expenditures (335,899 (128,560)
b | . P ) Business acquisitions (2,852,664) 67,839 .
: ; ', Ner cash used in investing activities (3.188,563) (60,721} i
A, o c Cash flows from financing activities:
b ' , Proceeds from issuance of long-term debt 104,401 1,500,000
) : o ' Principal payments on long-term debt (284,598) (254,318)
- - - Nert change in line of credit 5,568,320 (327,232)
- - -t - Proceeds from issuance of common stock 208,345 23,297
Redemption of common stock {280,440) (244,682)
. o Net cash provided by financing activities 5,316,028 697,065
R - i - Net change in cash (1,012,624) 877,921
o m CUTT T s e Cash at beginning of year 1,301,105 423,184
S S Cash at end of year $ 288,481 1,301,105
_ : - _ o Supplemental disclosures of cash flow information:
' . ; v ot Cash paid for interest $ 598,239 209,139
” ; ; S _ ' Cash paid for income taxes 16,461 13,049
, ' L ol Supplemental disclosure of non-cash investing and financing activities:
] ! ! A , ., Common stock issued for directors fees 8,000 3,000
. ' ﬁ | . ' Income tax benehit from non-employee exercise of stock options - 1.810
: , _ A o Stock based compensation - see note 1(n) for details
, . o Business acquisitions disclosure see note 14 for derails
See accompanying notes to financial
statements.
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{(#) Intangible asset

Intangible assets are amortized aver their useful life on a straight line method. The
estimated lives for the intangible asset range from 3 months to 15 years.

(i) Revenue Recognition

Sales are generally recorded when products are shipped FOB shipping point under
an agreement with a customer, risk of loss and title have passed to the customer,
and collection of any resulting receivable is reasonably assured. Amounts billed
for shipping and handling of products are recorded as sales revenue. Costs for
shipping and handling of products to customers are recorded as cost of sales.

(#) Research and Development Costs

Research and development costs are expensed as incurred.

(%) Product Warranty Reserve

Costs estimated to be incurred in connection with the Company’s product
warranty programs are charged to expense as products are sold based on historical
warranty rates.

(1) Earnings per Common Share

Basic earnings per common share represents the amount of earnings for the
period available ro each share of common stock outstanding during the reporting
period. Diluted earnings per common share is the amount of earnings for the
period available to each share of common stock outstanding during the reporting
period and to each share that would have been outstanding assuming the issuance
of common shares for all dilutive potential common shares outstanding during
the period.

The reconciliation between the basic and diluted weighted average number of
common shares for 2008 and 2007 is summarized as follows:

2008 2007

Basic weighted average number of common

shares outstanding during the year 13,609,880 8,916,317

Weighted average number of dilutive
common stock options outstanding
during the year - -

Dilured weighted average number of
common and common equivalent shares
outstanding during the year

13,609,880 8,916,317

Qutstanding options not included in the compuration of diluted net income
per share total 719,698 and 797,042 as of June 30, 2008 and 2007, respectively,

because to do so would have been antidilutive.

(m) Income Taxes

The Company accounts for income taxes using the asset and liability method
in accordance with SFAS No. 109, Accounting for Income Taxes. Under the asset
and liability method, deferred tax assets and deferred tax liabilities are recognized
for the furure tax consequences attributable to differences between the financial
statement carrying amounts of existing assets and liabilities and their respective
tax bases. Deferted tax assets and deferred tax liabilities are measured using
enacred tax rates expected to apply to taxable income in the years in which
those temporary differences are expected to be recovered or settled. The effect on
deferred tax assets and deferred tax liabilities of a change in tax rates is recognized
in income in the period thart includes the enactmenr date.

During the quarter ended September 30, 2007, the Company adopted FASB
Interprecation (FIN) No. 48, Accounting for Uncertainty in Income Taxes — An
Interpretation of FASB No. 109, which conrtains a two-step approach to recognizing
and measuring uncertain tax positions taken or expected to be taken in a tax
return. The adoption of this standard had no marerial impact on the Company’s
financial statements,

The Company performed an in-depth valuarion analysis based on the outcome
of fiscal year 2008 to determine if a valuation allowance was required under
FAS 109. Using a “more likely than not” criteria, management determined
that no valuation allowance was required for the fiscal year ended June 30,

2008.

(1) Stock-Based Compensation

Stock-based compensarion cost is measured at grant date, based on the fair value
of the award, and is recognized over the employee requisite service period. The
Company recognized $312,495 and $11,027 in stock-based compensation for
the years ended June 30, 2008 and 2007, respeciively, as selling, general, and
administrative expenses in the consolidated statements of operations, The stock-
based compensation includes amounts for both resericted stock and stock options

under SFAS No. 123(R).

Restricted Stock

On July 1, 2007, the Company granted 220,000 shares of common stock to
employees with an estimated value of $1.08 per share. This stock had a 90-day
vesting period. On July 1, 2007, the Company also granted 80,000 shares of
common stock with an estimated value of $1.08 per share, which vested over
a four-year peried in annual installments of 20,000 shares per year. As of June
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(4) Product Warranty Reserve

following;

A reconciliation of the changes in the product warranty reserve consists of the

2008 2007

Beginning product warranty reserve

balance 208,000 208,000
Warranty repairs (280,746} (270,124)
Warranties issued 232,077 256,027
Changes in estimated warranty costs 49,837 14,097
Ending product warranty reserve

balance $ 209,168 208,000

{5) Line of Credit

The Company has a revolving line of credit facility with a commercial bank in
the amount of $8 million. Borrowing limitations are based on 45% of eligible
inventory and up to 80% of eligible accounts receivable. At June 30, 2008
and 2007, the outstanding balance was approximartely $5.8 million and $-0-,
respectively. The line of credit is collateralized by inventory and accounts receivable
and bears interest at a rate based on the bank’s “prime rare.” The interest rate was
6% and 8.75% ar June 30, 2008 and 2007, respectively. This line is subject to bi-
annual renewal and matures on December 15, 2008. Accrued interest is payable
monthly,

‘The Company's revolving line of credit agreement includes covenants requiring
the Company to maintain cereain financial ratios. As of June 30, 2008, the
Company was in compliance with its loan covenants or had received waivers
from the commercial lender.

The acquisition of Rajala Therapy Sales Associates, Inc on June 30, 2007, included
a line of credit with a balance due of $250,000 as of June 30, 2007. The Rajala
line of credic was subsequently paid off and canceled in July 2007.

{6) Long-Term Debt

Long-term debt consists of the following:

9.11% promissory note secured by
building, maturing December 2017,
payable in monthly installments
beginning at $11,388

6.44% promissory note secured by
trust deed on real property, maturing
January 2021, payable in monthly
installments of $13,278

6.21% promissory note secured by a
trust deed on real property, maruring
November 2013, payable in decreasing
installments currently ac $7,373

12.17% promissory note secured
by fixed assets, payable in monthly
installments of $2,009 through
Seprember 2012

5.84% promissery note secured by a
trust deed on real property, payable in
monthly instaliments of $8,669
through November 2008

16.35% promissory note secured by fixed
assets, payable in monthly installments of
$409 through Ociober 2011

Total long-term debr

Less current installments

Long-term debt, excluding current
instaliments

3

2008 2007
1,453,372 1,500,000
1,371,479 1,440,070

383,911 442,803
79,692 -
42,425 140,737
12,534 -

3,343,413 3,523,610
297,413 271,979
3,046,000 3,251,631

The aggregate maturities of long-term debr for cach of the years subsequent to
2008 are as follow: 2009, $297.413; 2010, $275,933; 2011, $298,708; 2012,
$320,066; 2013, $325,759 and thereafter $1,825,534,
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Actual income rax cxpense (benefit) differs from the “expected” tax expense
(benefit) compurted by applying the U.S. federal corporate income tax rate of
34% to income before income taxes, as follows:

2008 20067
Expected rax expense (benefit) $ (3,371,289) (92,223)
State taxes, net of federal tax benefic (172,071) (12,450)
Officers’ life insurance (3,916) (3,479}
Non-deductible portion of goodwill
impairment charge 2,035,542 -
Orher, net 39,950 (78,049)

$  (1,471,784) {186,201)

Deferred income rax assets and liabilities related to the tax effects of temporary
differences are as follows:

2008 2007
Ner deferred tax asset — current:
Inventory capitalization for income tax
purposes $ 84,285 62,447
Inventory reserve 139,820 117,348
Warranty reserve 81,576 77,584
Accrued product liability 7,126 12,521
Charitable contribution 4,181 2,846
Allowance for doubtful accounts 160,312 123,410
Toral deferred rax asset - current 5 477,300 396,156
Net deferred tax asset (liability) ~
non-current:
Deferred compensation $ 177,597 156,835
Property and equipment, principally
due to differences in depreciation (246,833) (488,896)
R&D credit carryover 120,269 40,752
Restricted stock 6,004 -
Other intangibles (239,972} -
Non-compete and goodwill 1,375 1,974
Other (7,087 -
Operating loss carry forwards 1,116,718 -

Total deferred tax asset (liabiliry) —
non-current $ 928,051 (289,335)

In assessing the realizability of deferred tax assets, management considers whether
itis more likely than not that some portion or all of the deferred tax assets will not
be realized. The ultimare realization of deferred tax assets is dependent upon the
generation of future taxable income during the petiods in which those temporary
differences become deductible. Management considers the scheduled reversal of
deferred rax liabilities, projected future raxable income, and rax planning strategies
in making this assessment. Based upon the level of historical taxable income and
projections for future taxable income over the periods which the deferred rax
assets are deductible, management believes it is more likely than not that the
Company will realize the benefits of these deductible differences.

{10) Major Customers and Scles by Geographic Location
During the fiscal years ended June 30, 2008 and 2007, sales to any single customer
did not exceed 10% of rotal net sales.

Sales in the United States and other countries were approximately 98% and 2%
for the fiscal year ended June 30, 2008 and approximately 93% and 5% for the
fiscal year ended June 30, 2007,

{11) Common Stock and Stock Equivalents

On July 15, 2003, the Company approved an open-marker share repurchase
program for up to $300,000 of the Company’s common stock. On Novernber
27, 2007, the board approved an additional $250,000 for the open-market share
repurchase program after the original $500,000 was exhausted. During the year
ended June 30, 2008, the Company acquired and retired $280,440 of common
stack. During the year ended June 30, 2007, the Company acquired and retired
$244,682 of common stock.

During the years ended June 30, 2008 and 2007, the Company granted 7,764
and 7,476 shares of restricted common stock to directors as compensation,
respectively.

"The Company maintains 2 2005 equity incentive plan for the benefit of employecs.
Incentive and nonqualified stock options, restricted common stock, stock

appreciation rights, and other share-based awards may be granted under the plan.
Awards granted under the plan may be performance-based. Effective November
27,2007, the plan was amended to increase the number of shares available by one
million shares as approved by the shareholders votes. At June 30, 2008, 908,180
shares of common stock were authorized and reserved for issuance, but were not
granted under the terms of the 2005 equity incentive plan as amended.
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“The acquisition value of the dealers acquired was accounted for using the purchase
method of accounting. Accordingly, the purchase price was assigned to the assets
acquired and the liabilities assumed based on fair marker values at the purchase

date. The following table reflects the estimated fair values of the assets acquired

and the liabiliries assumed as of the acquisition dates:

July 2, 2007 June 30, 2007
Acquisitions Acquisition
Cash 651,828 67,839
Trade accounts receivable 1,160,976 900,322
Invenrories 1,192,639 573,356
Prepaid expenses 4,782 42,629
Property and equipment 112,764 19,766
Intangible assets — weighted
average 9 years 366,400 333,600
Cash surrender value of life
insurance 207,563 -
Goodwill 3,512,779 1,876,734
“Total assets acquired 7,209,731 3,814,246
Line of credit - (250,000}
Accounrs payable and accrued
expenses (1,496,800) (869,244}
Ner assets acquired 5,712,931 2,695,002

The July 2, 2007, acquisitions resulted in a $175,188 deferred income rax liabiliry
and a corresponding increase ro goodwill of $175,188 for the fiscal year ended
June 30, 2008. The June 30, 2007, acquisition resulted in a $7,757 current
income tax benefit and a $100,173 deferred income tax liability, the net amount
of which was recognized as a $92,416 increase to goodwill in the fiscal year ended
June 30, 2007.

Unaudired pro forma results of operations for the years ended June 30, 2008 and
2007, as though rhe six acquired dealers had been acquired as of July 1, 2006,
are as follows:

R

2008 2007
Net sales $ 32,592,507 26,531,492
Ner loss (8.443,771) (85,402)
Basic and diluted net loss
per common share (.62) (.o1)

(15) Recent Accounting Pronouncements

In Septermber 2006, the FASB issued SFAS No. 157, Fair Value Measurements.

SFAS 157 dehnes fair value, establishes a framework for measuring fair value,

and expands disclosure requirements regarding fair value measurement. Where
applicable, this statement simplifies and codifies fair value-related guidance
previously issued within United States of America generally accepted accounring _
principles. SFAS 157 is effective for financial statements issued for fiscal years |
beginning after November 15, 2007, and interim periods within those fiscal

years. The Company is currently reviewing SFAS 157 and has not yer determined

the impact thac the adoption of SFAS 157 will have on its results of operations

or financial condition. |

[ December 2007, the FASB Statement 141R, * Business Combinations” (“SFAS !
141R”) was issued. SFAS 141R replaces SFAS 141. SFAS 141R requires the :
acquirer of a business to recognize and measure the identifiable assets acquired,

the liabiliries assumed, and any nen-controlling interest of the acquired company _
at fair value. SFAS 141R also requires transaction costs related o the business .
combination to be expensed as incurred. SFAS 141R applics prospectively to
business combinations for which the acquisition date is on or after the beginning

of the first annual reporting period beginning on or after December 15, 2008.

The effective date for the Company will be January 1, 2009. We have nor yet
determined the impact of SFAS 141R related to furure acquisitions, if any, on our |
cansolidated financial statements,

[n December 2007, the FASB issued SFAS No. 160, “Non-conrolling Interests
in Consolidated Financial Statements - An Amendment of ARB Ne. 51, which
establishes accounting and reporting standards to improve che relevance,
comparability, and transparency of financial information in its consolidated
financial statements. This is accomplished by requiring all entities, except not-for-
profit organizations, that prepare consolidated financial statements to (a} clearly
identify, label, and present ownership interests in subsidiaries held by parties other
than the parent in the consolidated statement of financial position within equity,
bur separate from the parent’s equity, {b) clearly identify and present both the
parent’s and the non-controlling’s interest attributable to consolidated ner income
on the face of the consolidated statement of income, {c) consistently account
for changes in parent’s ownership interest while the parent retains it controlling
financial interest in subsidiary and for all transactions that are economically
similar to be accounted for similarly, {(d) measure of any gain, loss or retained non-
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Corporate Information

Availability of Form 10-KSB

Dynatronics Corporation files an annual report on Form 10-KSB each year with
the Securities and Exchange Commission. A copy of the Form 10-KSB for the
fiscal year ended June 30, 2008, may be obtained at no charge by sending a written
request to; Mr, Bob Cardon, Vice President of Administration, Dynatronics
Corporation, 7030 Park Centre Drive, Salt Lake City; Uah 84121,

Annual Meeting

The company's annual sharecholders meeting will be Tuesday, November
25, 2008, at 4:00 p.m. MST at Dynatronics’ corporate headquarters,
7030 Patk Centre Drive, Salt Lake Ciry, Utah 84121.

General Information

Dynatronics Corporation, a Utah corporation organized on April 29,
1983, manufactures, markets and distributes a broad line of therapeutic,
diagnostic and rehabilitation equipment, medical supplies and soft goods,
treatment tables, and aesthetic massage and microdermabrasion devices to
an expanding market of physical therapists, sports medicine practitioners
and athletic rtrainers, chiropractors, podiatrists, orthopedists, plastic
surgeons, dermarologists, aestheticians and other medical professionals.

Officers and Directors

Kelvyn H. Cullimore Jr.
Chairman of the Board, President, and CEQ

Kelvyn H. Cullimore
Vice Chairman

Larry K. Beardall
Execulive Vice President of Sales and Marketing and Director

Ronald J. Hatch
Vice President of Production and Research and Development

Terry M. Atkinson, CPA
Chief Financial Officer

Robert J. Cardon
Vice President of Administration,
Secretary and Treasurer

Howard L. Edwards
Director
Retired Corporate Secretary, ARCO Company

Vol ). Christensen
Director
Executive Vice President & General Counsel, Energy Solutions, LLC

Joseph H. Barten
Director
Retired Sr. Vice President, GranCare inc.

Mark A, Crockett
Director
Principal, Night Watch Capital

Accountants, Legal Counsel and Transfer Agent

Independent Registered Public Accountants
Tanner {C
Salt Lake City, Uiah

Corporate Legal Counsel
Durham jones & Pinegar
Salt loke City, Utah

Intellectual Property Legal Counsel
Kirton & McConkie
Salt Llake City, Utah

Transfer Agent

Interwest Transter Company
PO. Box 17136

Salt Lake City, Utah 84117

Dynatronics Corporation Headquarters
7030 Park Centre Drive

Salt Lake City, Utah 84121

1.800.874.6251

heep:/ fwww.dynatronics.com
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